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THE TREASURY’S CASE AGAINST 
THE SALES TAX 


HE confusion over the revenue situation is exceeded 

only by the chaos on the labor front. In both cases the 
collapse of leadership is the product of a prolonged un- 
willingness to face some very real, but unpleasant facts. 
In both cases vigorous action is called for if further de- 
terioration is to be avoided, 

The concern here is with the fiscal problem. The Treasury 
proposed new revenues of $10.5 billion and the Ways and 
Means Committee is reported to be designing a bill to 
produce about $2 billion. The Treasury program was re- 
jected because it involved severe increases on persons and 
corporations already taxed near the limit. But the Com- 
mittee’s substitute is likely to be quite as objectionable since 
it is reported to involve heavier excise taxes on many 
commodities which likewise are already taxed near the 
limit. 

The feature of the Treasury proposal which provided 
the chief political ammunition against the whole scheme 
was the suggestion to repeal the Victory Tax. It was 
alleged that this would relieve some 9,000,000 persons 
from income tax. While there are sound economic and fiscal 
reasons, as well as cogent political reasons, against relieving 
any one from a share in the war taxes, a unique oppor- 
tunity was lost in not taking advantage of the proposed 
Victory Tax repeal to introduce a simpler, more efficient 
method of taxing the small incomes. This method is the 
retail sales tax, 

In the Tax Review1 for October, 1943, it was pointed 
out that: 

1) Consolidation and simplification of the income tax 

are imperative ; 

2) The income tax is not the best method of taxing the 

small incomes; and 

3) The sales tax and the income tax can be used in 

conjunction, with a substantial gain in net revenues. 


1. "a Small Income and the Sales Tax,’’ The Tax Review, October, 
1 ° 


The failure to consider the sales tax more seriously is 
probably to be attributed to the skillful use of certain 
arguments against it without adequate consideration of the 
degree to which these contentions can be answered or 
offset. Despite the present dark prospect for action, a review 
of the objections is worth while. The weight of any objec- 
tion is greatly diminished by the urgency of the war revenue 
need and by the great burden of the other taxes already 
developed. In any period of serious revenue strain, like 
the present, it is far better to spread the load through 
diverse taxes than to concentrate it too heavily at a few 
points. 

The Treasury Department has recently issued, in mimeo- 
gtaph form, a series of studies of the sales tax,1 covering 
some of its theoretical aspects and a summary of the laws 
here and elsewhere. The principal theoretical discussion was 
devoted to the relation of the sales tax to the inflation 
control program. The customary stock objection, namely 
regressivity, was mentioned frequently but there was no 
separate development of this theme. A realistic view of 
the entire tax structure would compel any one to arrive 
at the conclusion which is set out in the study in the 
following :2 

The problem of regressiveness itself may not be too 
serious during a period when income tax rates are 
being made more progressive, but the problem of the 
tax burden on the very low income persons remains. 

This aspect of the subject will be discussed later. The first 
matter to be dealt with is the treatment of the sales tax in 
relation to the inflation program. 

The procedure that was employed in shaping the argu- 
ment is an excellent example of what happens when the 
new-fangled theories of fiscal policy are applied. Accord- 


ing to these theories, finance is to be regarded as an “‘in- 


1. Considerations Respecting a Federal Retail Sales Tax, in three parts, by 
the Division of Tax Research, Treasury Department, October 12, 1943. 

2. Part A, Section entitled ‘Factors Affecting the Structure of a Federal 
Retail Sales Tax Under Wartime Conditions,’’ p. 24. 
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strument of policy.” This means that taxation, public credit 
and public spending are to be used as devices to manipulate 
the economy, to produce inflation or deflation, and, in gen- 
eral, to secure those results which some person, or agency, 
or clique, deems desirable. Under this philosophy, revenue, 
per se, is not important for such funds as may be required 
can always be obtained through loans. 

In the present instance, the paramount issue is said 
to be the matter of inflation control, and the decision for 
or against a particular tax is apparently to be made, not 
in the light of its revenue possibilities but in the light of 
an official pronouncement that it will affect, in one way or 
another, some other aspect of policy. The following pas- 
sage! illustrates this conception: 


It is one of the principal functions of wartime tax 
policy to buttress the anti-inflation program by pre- 
venting excess consumer spending power from being 
used to bid up, or inflate, selling prices. 


Taken literally, this statement appears to make a good 
case for a sales tax, since it tends to absorb purchasing 
power and thus to restrict the bidding up of prices. While 
this effect is conceded in the study, the concession is quali- 
fied by suggesting that the tax would curtail saving rather 
than spending, although it is pointed out that this result 
would be more likely in the higher income groups. The 
redistribution of spending thus suggested does not take 
account of the current, or possible future point rationing 
and the limitations on spending, regardless of income, 
thereby imposed. The entire discussion overlooks the in- 
fluence of the rationing system, which reduces spending for 
all rationed goods so drastically. It would be illuminating 
to know what proportion of the population consistently 
runs out of money before it runs out of points. By and 
large, it is the other way ‘round. 

For some singular reason, possibly connected with the 
“finance as policy” doctrine, the Treasury has been un- 
willing to accept the logic of its own data. Thus, the study 
concedes that the sales tax will curb the tendency to bid up 
prices on the part of the lower income groups. And an- 
other Treasury compilation shows conclusively that the 
vast bulk of the spending power is in the incomes under 
$5,000. The following table is taken from that compilation. 

The progressivity of the existing tax system, in relation 
to incomes, is shown by the bottom line of the table, which 
was not in the original exhibit. This tendency is much more 
extreme, naturally, in the case of the higher incomes. In the 
net income classes of $25,000 and over, only 44.6 per cent 
of total income would be left after taxes. 

According to these estimates, 80.9 per cent of all income 
payments in 1944 will be in the net income classes of 
$5,000 or less. They leave no doubt as to where the excess 
consumer spending power will be chiefly located. The huge 
1. Part B, Section entitled ‘Effects of a Federal Retail Sales Tax on the 


Anti-Inflation Program,’’ p. 1. Unless otherwise indicated, all subsequent 
quotations are from this section of the study. 





EsTIMATED DISTRIBUTION, BY NET INCOME CLASSES, OF 

INCOME RECIPIENTS, INCOME PAYMENTS AND PERSONAL 

TAXES, AT LEVELS OF INCOME ESTIMATED FOR THE 
CALENDAR YEAR 1944 


(NUMBER OF RECIPIENTS IN MILLIONS; DOLLAR AMOUNTS IN BILLIONS) 


Distribution by Net Income Classes 
0- $1,000- | $3,000- $5,000 
Total $1,000 3,000 5,000 | and over 


Number of income 


SOCIPIONES ........2000+0 67.3 | 21.6] 366] 6.7 2.4 
Total income pay- 

IE saresntsoccrnnis 157.0} 19.2 | 77.1 | 30.7 30.0 
Less personal taxes?.. 20.1 5S 6.6 | 4.0 9.0 


Total income pay-_,.. 
ments after per- 
sonal taxes .......... 136.9 18.7 | 70.5 26.7 21.0 

Percentage of in- 
come after taxes to 
total income3........ 87.2 | 97.4] 91.4 87.0 70.0 

1. Income payments are as defined by the Department of Commerce. 

2. Includes estimated Federal individual income tax liabilities under present 
law for the full taxable year (but excluding non-recurring liabilities under 
the Current Tax Payment Act of 1943 incurred in the transition to a 

ay-as-you-go basis), Federal estate and gift taxes, and state and 
ocal personal taxes comprising individual income taxes, estate and gift 
taxes, property taxes (excluding taxes on business property and rented 


houses) and miscellaneous personal taxes. 
3. This line has been adiel os the writer. 


volume of that estimated income, assuming that the cal- 
culation is reasonably dependable, leaves no doubt, either, 
that more tax revenue can and should be obtained than now 
appears likely to be collected. The only question remain- 
ing unanswered is, “What is the best way to get more 
revenue from this area of the national income?” 

For the Treasury’s answer, we turn again to the study 
referred to, where the following specifications are given 
for any new tax which it would regard as satisfactory: 

To contribute to the anti-inflationary program, a 
tax should satisfy both of these criteria: (1) It should 
curtail excess consumer spending with a minimum 
impairment of productive efficiency and incentives. 
(2) It should not interfere with the Government's 
capacity to “hold the line” against inflation through 
its direct anti-inflation controls. 

It should be noted again that the emphasis here is not 
on revenue but on inflation control. There seems to be no 
appreciation of the fact that as tax revenues are increased, 
bank loans are diminished, and it is universally agreed 
that the chief primary source of the inflation menace is 
the bank loan. Consequently, under a simple and uncom- 
plicated fiscal policy of raising the maximum revenue pos- 
sible, in the most effective manner possible, it would turn 
out that the greatest service had been done to the anti- 
inflation program. 

Had the matter been approached in this light, there is 
excellent reason for believing that a sales tax would in- 
volve a minimum of further impairment of efficiency and 
incentive, because of its certainty and convenience, and its 
element of discretionary control, however small, which the 
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taxpayer has over the total amount. It is submitted, in repe- 
tition of what was said in the October Tax Review, that a 
different tax would be less likely to provoke irritation and 
disaffection than would a further increase in the income 
tax rates, particularly if these increases were to be made 
before the millions of new taxpayers had become familiar 
with, and in some measure accustomed to, the complications 
of the income tax. 

There remains, then, the chief point which is emphasized 
in the argument against the sales tax, namely, that it would 
interfere with the capacity to “‘hold the line’ against infla- 
tion. This criterion, it is explained, is “peculiar to the 
specific price and wage controls which are being heavily 
relied upon by the Federal Government in its attempt to 
stem the rising tide of inflation.” In one sense, therefore, 
the Treasury's case is proved by definition. That is, since 
the entire theory of inflation control is based on “the care- 
ful maintenance of inter-price and wage-price balance in 
the economy,” it follows by definition that any tax which 
disturbs this delicate balance makes the maintenance of a 
balance more difficult. 

Despite the admissions made to the effect that the sales 
tax is not inflationary, and hence would not seriously dis- 
turb the various delicate balances which the government 
seeks to preserve, the conclusion is reached that a federal 
retail sales tax would be inflationary. Therefore, regardless 
of the amount of revenue it would produce and regardless 
of the direct contribution thus made to the limitation of the 
true source of the inflationary force, the thesis is developed 
that a federal retail sales tax would be the fiscal bull in 
the wage-price china shop, The study offers the following 
reasons for this conclusion: 


1) That the retail sales tax means an increase of retail 

prices, which, by definition, is inflationary. 

But the sales tax need not be so defined. It can and 
should be shown as an item to be paid outside of the 
regular price, which is the same after as before the tax. 
More money, by the amount of the tax, comes out of the 
consumer’s pocket. And so we have the paradoxical result 
that an absorption of purchasing power by the tax is anti- 
inflationary, but the payment of a higher “price” (including 
the tax) would be inflationary. 


2) That the retail sales tax would enter into costs and 
lead to an upward revision of retail prices. 

The logic used to establish this point is always con- 
ditional. If certain things are done, then certain results 
ensue. The principal sources of price increase, as a result 
of a retail sales tax, were said to be the following: 

a) Prices would be increased directly if the tax were 
levied on sales of articles to final users when the 
use is a step in production, Sales of feed, seed, fer- 
tilizer and machinery to farmers, sales of fuel and 
lubricating oil to industry, sales of cartons and bot- 
tles to dealers, were cited as illustrative. 


It is true that the distinction between use of a com- 
modity as a capital good and as a final consumer good, has 
occasioned some difficulty. But with a reasonable intent to 
establish a proper line of distinction between capital uses 
and consumption uses, the area of such difficulties should 
be reducible to minor, even negligible proportions. 

b) If the tax were considered in computing the parity 

index, it would be necessary to readjust the prices of 
farm products. The statement is made that if a 10 
per cent retail sales tax had been operative since 
July 1, 1943, the parity index would be raised in 
1944 by 6 to 7 per cent, and that this, plus the tax 
itself, would mean a 17 per cent increase of retail 
food costs. 


c) Likewise, if the tax were to be included in the cost- 
of-living index, the advance that would be registered 
by this index would constitute a case for some wage 
increases, and a basis for leverage all along the line. 

An answer to these “‘ifs” is given in the final paragraph 
of the study. This paragraph is as follows: 

Finally, it may be that the inflationary tendencies 
of the sales tax would be reduced if the statute re- 
quired that the tax be added to selling prices as a 
separately-quoted item, and if a policy statement were 
included in the statute to the effect that wage increases 
and price increases (other than the price rises reflect- 
ing the shifting of the tax forward by retailers to 
consumers) to compensate for the sales tax would be 
wholly inconsistent with wartime tax policy and anti- 
inflation controls. Even if these steps were taken, how- 
ever, the pressures generated by the tax would still 
remain, 

Fundamentally, the sales tax is not to be viewed as part 
of the cost of living but as a means of financing the war. 
The readjustment of the income of any group to com- 
pensate for a tax paid by its members means relieving those 
persons from sharing in the war costs. Pushed to its logical 
conclusion such a scheme means the end of all taxation, 
for the government would raise all incomes by the amount 
of the taxes collected. 

In his message on the food subsidy, sent to Congress on 
November 1, the President made a complete case against 
any concern over the effect of the sales tax on the farmers, 
and, without direct reference, against any such phony statis- 
tical trick as the inclusion of the tax in computing parity 
index. Incidentally, he made a very good case against his 
proposed subsidy. The pertinent paragraphs of the message 
follow: 

The administration of the food program has cer- 
tainly resulted in a great benefit to farmers, Farm 
income last year reached an all-time peak—and this 
year it will be higher still. The increase in the prices 
that farmers pay for the commodities they buy, on 
the other ol has been held to very much less than 
the increase in the prices they receive for their farm 


products. 
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NE SSeS Sasa SAGER 


In consequence, the net income of farm operators— 
income after all expenses—has risen to the highest 
level ever enjoyed by farmers. The average annual 
realized net income of the farm operators of the nation 
during the five pre-war years, 1935 to 1939, was 
$4,668,000,000. The realized net income for 1939 was 
$4,430,000,000. In 1942 it was $9,500,000,000. The 
estimate for 1943 is $12,475,000,000. .. . 

In plain language, the farmer this year, is not only 
better off in relation to others in the population than 
he was before the war broke out; he is better off 
than he was in the base period 1910 to 1914, and 
better off than he has been in any year since that time. 


The author of the Treasury study meets his own argu- 
ments quite frankly in the following statement: 


If the Government stabilization policy could be 
applied firmly and administered effectively regardless 
of the pressures caused by the sales tax, the price and 
wage increases stimulated by the tax could be held to 
minor proportions. Only with respect to those prices 
and wages not subject to control by the Office of 
Economic Stabilization would the inflationary in- 
fluences of the tax have free play. These uncontrolled 
areas are not important in terms of the over-all in- 
flation picture. While the agricultural price increases 
generated by the tax might be important, these in- 
creases would be self-limiting, assuming that the 
wages and prices subject to Government control were 
effectively stabilized. 

From a realistic viewpoint, however, absolutely rigid 
application of price and wage controls in the face of 
the many pressures resulting from the sales tax cannot 
be expected. Some upward price-ceiling adjustments 
would have to be permitted by the authorities, Wage 
increases might also prove necessary in some cases. 
To the extent that a firm and effective stabilization 
policy was not maintained, the inflationary forces 
would be encouraged and permitted to cumulate. In 
such a situation it would be considerably more difficult 
to prevent serious wartime inflation. 

In other words, when the smoke clears away, it turns 
out that the real inflationary force is not the sales tax, 
per se, but the inability of the government to deal firmly 
and effectively with the whole subject of prices and wages. 
Because of this inability, which goes back to the timidity, 
foggy thinking and group favoritism of the policy-framing 
days in the early defense and war periods, it is now impos- 
sible to make use of a tax which, in the present juncture, 
offers the only visible prospect of supplying a substantial 


PUBLISHED BY 
TAX FOUNDATION 
CuHaries C. BAugR, Executive Director 
30 Rockefeller Plaza 
New York City 


Quotation of material in this publication 
is permitted when acknowledgment is made. 


revenue with a minimum of strain and inconvenience to 
the taxpayers. 

It was noted above that the stock objection of regressive- 
ness was brushed aside, as it should be. What, however, 
shall be said of the small income group? 

To begin with, no one knows anything about the size 
and the location of this group. It is no doubt true, as a 
matter of income statistics, that there are persons, some- 
where, receiving annual incomes at some point all the 
way up the scale from one dollar. In these days the number 
who are receiving less, say, than $500 a year is probably 
small, At any rate, such families as may be in that income 
status are doubtless also getting relief in some form. 

It is curious that there should be such concern over the 
effect of the sales tax on the small income, and at the 
same time such zeal for an increase of the social security 
payroll tax, which takes no account of income, family size, 
or personal obligations. The person earning $500 a year 
would pay $30 in social security tax at the rates proposed 
in the Wagner-Murray bill. After such a person had paid 
his rent, his expenditures on taxable consumption goods 
could not greatly exceed $300, so a 10 per cent sales tax 
would approximate the social security tax. Against the 
remote benefit which he expects from the one tax can be 
set the immediate benefit of reduced inflationary pressure 
and a smaller public debt, which will be an important 
factor in determining the value of his future social security 
benefit. 

From the emphasis that has been laid on this group, so 
vague as to size and location as to be almost an abstract 
statistical concept, it appears that we are in some danger 
of deciding an important fiscal question by reference to its 
effect on the indigent. Certainly, the great bulk of the 
people can bear a sales tax; certainly they can pay an 
additional tax more easily in this way than by further 
increases in the complicated income tax. If an adjustment 
of some sort be necessary on the basis of need, by all 

means let it be made. But it should be confined to those 
who need it and determination of the cases should be a 
responsibility of the local welfare departments. There 
should be no exemption to those who are not in need, either 
of a fixed amount or of classes of consumption goods. 


HARLEY L. Lutz 
Professor of Public Finance 
Princeton University 
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